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STATE OF CALIF'0l1:E.o\

BOARD OF EQU,\LIZATION

In the Matter of the Petition )
for Redeter::tina'cio!lUnder the
Sales and Use Tax Law DECISION AND RECOHI ..iENDATION

OF HEP~ING OFFICER

•
•? Account No. ( --J

Petitioner )

This matter came on regularly for hearing on October 22~
1974, in Sa~ Jose, California.

__ Appearing for the taxpayer ,,'rere1_· ••• _
, _Bolby and C~ristmas appeared for the board.

Protested It,er:l
(Period 12/1/71 to-6/30/73)

Claimed exempt rental receipts overstated.

~oDten~ions of Petitioner

$84,~7l

Taxpayer acquired the property pursuant to an occasional
sale as de.fined in Section 6006. 5(b) .. Since property "':astaxpaid
in the hands of thB predecessor Gorporation, subsequent rental
receipts v:ould be exer.lptunde::....Sec-cion 6006 (g) (5), as further.
.explained in Regulation 166CJ(b)(1)(E)(1).

Summary of Petition

__---A--~.v~a=sthe presid~nt of _ •
account No~ -r , and initially ovmed approxi.rnately
50 perceht of the stock. He advanced money to the corporation
above and beyond his initial investment, for '..,hich np. T'O'~0i. ved
a note. As settlement for canceling the notc, ~ ~eceived
the equipillentheld by the corporation for rental purposes.

The corporation did not charge sales tax at the time of
the transfer, ~o~ did the taxpayer report th2 purchase on his
tax ret~n. In making the audit, the ren~al receipts were
established as the ffi8asureof the tax on all of the equipment
acquired and subseq~ently rented by the taxpayer.
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The taxpayer contends that since a resale certificate
had not been issued to the corporatio~, the tax should be
assessed aga.inst it. If the buard did this, the t,a):paye!'';lould
reimburse tho corpora L.~on ana the rental receipts ,·rauldthe110by
be exempt •

. In the alter~ative, the taxn~Vg~;r ~~~resentative,r--.-~-~.asserts th,:t b~causc of· _ ~advances of
ca~il to tna corporatlon "Chat he o..-medovel~ /'SIJ percent of the
corporation, although a substantial 'portion of his interest
"TaS represented by the out'standing note. rrherefo~e, thE::
exemption explai~ed in rrsgulatioD 166o(b)(1)(E)(1) would
apply". In support of t~e. percentage of o....:nershiPr ­
submitted a tax retu:::-'nschedule for t.he year ending------­
De88raber 31, 1971, vih.ichprovides:

USTATEr'iiENT REGARDING LOSS OilCt!! £:...

"During 1971, the taxpayer received the assets
and assumed the 'liabilities c.f,- ---
in partial satisfaction oi' aoounts-o-"TJ-.....-n-g-··t·h-e-~'!"'v-a-x-p-ayer.

"Assets recei.ved:
Tools and equipment $25,213
Cash 1,56$
Accoun~s receivable 2,686
Inventory 500
Prepaid rent and deposits 302

$30,2b9

"Liabilities assumed. $,98~

"Excess of assets over
liabilities assQ~ed $21,281

"Balances owing taxpayer 54,171

"NON BUSINESS BAD DEBT $32,890

"\10RTHLESS SECU~TTSS

Capital stock-51520 shares $25,675"

He also sub~i-::tednWTIerous citations of cases involving
Section 385 of the Internal Revenue [ode ,<;hiehhas 2.counter-D2.rt
in Sectio~ 2L580 of the Revenue a~d Taxation Code. The thru~~
of the a!'gur.~entis tn3.t \"ihel~E- a perso!:.advances Doney to a c(j~p-t . 1.-' h' . d . "'.. 1 d hat' . -C' ~ +- •ora ::'011 WidC ~s In ::...r-e .:.lnanc l2_ nee 1 t.. ne 1.n e.L.l ee v lS
acq~.liringan oltlI1.ershipinterest 1'ather than a eredi tor 1s inte::-est.
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Ca.ses go both 1t:aysin ·this area, but th~y relate· generally to
the question of whether or not a corporation payin8 interest
on such a note should have considered the interest payment
.as a dividend. In deciding this type of case, the courts look
to the debt-to-equity ratio .as one of the fact-ors in d8termining
v-lhetheror not t.he form used by the taxpayer should be disregarded.

In the case 2t hand, it is alleged that no lender would

have loaner! money to I. , ,t in the amount loaned by
__-.~•••••--t This is oased UDon the lact that there was noabllity ol"'the company to pay exce-n+ +h,....rI"~hnrofitable operations.
In other \'lords,t.he notes olfledto l .:ere for risk capital,
and eXc8pt as a preference to other shareholders, were equity
capital.

In further support of this argument,
the following:

"Prier to the transfer, • o\'med 5,520
share~ of stock of~e COffiDany,out of a total
of 8,820 shares. I ' also had advanced
$58,.352 to keeD t~:e-Company in business. As of
November 30, 1971, the Company's recol"ds indicated
the following:

tIAsset,s:
Current assets
Ren-tal equip:7lent
Other equip~nent
'.r'otalassets

$ 5,055.84:
24,238.68

97L~.$4
$30,21>9.35

$ 8,9$~.04
58,352.54

~~6:~l§:~~)11

"Liabilities and shareholders equity (deficit):
Accounts payable and other
current liabilities

Notes paY2ble~--­
Shareholders equity
(deficit)

Analvsis and Conclusions

It appears to the hearing officer that the thrust of
--- ~rgw~ent is based upon a reverse analogy of cases
~flVU..LVlngan effcrt. by the ~axing agency to look -throug!;.the
form used by tile -caxpayer to est2.-o1ishl::'Lability. In the case
at hand, the taxing ~gency (the B0ard) is merely accepting t~e
taxp2yer1s form and asserting liability based upon ~he records.
If \-/8 :::\ccept:-the taxpayer; s arGument, thC::l'de ~!lust?.cccpt .J.n
alle~ation that the taxpayer1s records are in8crrect, and ttat
the fe~ used W2S in error because un~esirable tax con~cquences
resulted.



If "fe 1001: to the stater:1enton the ta):paycr's
income tax schedule regarding tho loss of
(supra), it "rill be noted tha t~ the t2y~paye"r-""!t~0-'.)-~":-a-n·0·n·b·u·~·~l·f\-_e-ss
bad debt loss of $)2,890. This was in addition to the capital
stock vTrite-off of ~;25,675.

One possible reason'the taxpayer did not convert
the note to common stock is that the stock v~uld have to have
been entirely worthless to be used as a bad debt; ~iliereasthe
note ~ould be so used to the extent a loss ~as actually incurred.
Other business 'reasons probably also existed.

Tn the hearing officer's opinion the taxing agerrcy is
not required to abandon the form selected and used by the tax­
payer in its businc~.s affairs. To look behind the form used
by a taxpe,yer \'louldcreate al7'l1ostinsuperable adi:Linistrative
difficulties, since the board vTOuld be co;np~lled in every trans-,
acti6n to look behind the documents evidencing the event and
ascertain the alleged facts from extrinsic evidence. Therefore,
it is concluded that the argu-'Tlentmust fa:.l and that tax is

prop8rly measured by rental receies j T1~sr~"r'1~ •.•~ ':-'-18 taxpayerdid not pay tax reimoursement to ••or report
tax measured by his purchase price at the time 01" acquisition.

The argument vdth respect to resale certificates also
must T~il~ Tt is true that the toarc ~1ould have to look to

~~___- ifo:' tax on the saJ.e if the taxpayer' had not.~8d the property or resold it in the r€£ular ~~ of
business prior to sa~e, inasmuch as' _ id not
obtain a resale certificate. However, the facts 01' tfte tra!lS­
a,ction are that the sale \vas for resale and exempt from the _
definition of a retail sale under Section 6007. A resale
certificate is merely evidentiary and shifts the burden to the
person ~'lhoissues it. Since tax liability ~.·Ta3 incurred by the
purchaser by renting the property, he is responsible to the
state for the tax consequences that flow therefrom.

Recom.rnendation
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for Audit:

Prlncipal T~ditor Date
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